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Hedge Fund Basket Option Contracts

This memorandum addresses certain contracts styled as options in form but acting like

direct ownership of the underlying property in substance. This memorandum should not
be used or cited as precedent.

ISSUES

Where the taxpayer, a partnership, entered into a contract styled as an option to
purchase a basket of securities that the taxpayer's general partner also actively
managed and controlled while the contract remained open, and with respect to which
the taxpayer had opportunity for full gain and income and substantially all of risk of loss:
(1) whether the contract should be treated as an option for tax purposes; and (2)
whether the taxpayer should be treated as the tax owner of the securities.'

CONCLUSIONS

(1) The contract does not function like an option, and should not be treated as such.

(2) A contract that provides a taxpayer with dominion and control over a basket of
securities, the opportunity for full gain and income, and substantially all of the risk of
loss, provides to the taxpayer beneficial ownership of the securities for tax purposes.

' To simplify the discussion, this memorandum refers to both long and short positions in securities as
"securities."
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Thus, the taxpayer must currently recognize the trading gains, losses, income, or
expense resulting from trading and holding the securities in the basket.

FACTS

Taxpavyer and affiliated entities. The taxpayer is a Delaware limited parthership
that operates as a hedge fund (the taxpayer is hereinafter referred to as “HF”). During
the relevant tax years, HF and other affiliated limited partnerships (“Other Hedge
Funds”) had common partners that were Delaware limited partnerships (“Feeder
Funds”), one of which was GP. GP was the general partner of HF and the Other Hedge
Funds. GP also served as the Investment Manager for the Other Hedge Funds.
Among these entities, only GP had employees, and the individuals who owned interests
in GP also owned interests in the Feeder Funds.

Basket Contract. HF entered into a contract ("Basket Contract") with Foreign
Bank (“FB"), which is a U.K. public limited company.” The Basket Contract was styled
as a call option on a basket of securities ("Reference Basket”) held in a specified prime
brokerage account administered by FB. The value of the securities in the Reference
Basket was $10x when the parties entered into the Basket Contract, and the Reference
Basket was funded with $1x in “premium” paid by HF and $9x paid by FB. FB
determined HF’s $1x premium through its finance department, rather than through
option valuation formulas typically used when pricing standard options. HF had the right
to terminate the Basket Contract at any time during a two-year term and receive a
specified “Cash Settlement Amount,” which was based on the performance of the
Reference Basket. '

The Basket Contract provided for a strike price equal to the initial value of the
‘Reference Basket ($10x). The Cash Settlement Amount that HF was entitled to receive
upon termination of the contract equaled the greater of (1) zero or (2) the
reimbursement of the $1x premium, plus “Basket Gain” or less “Basket Loss.” Basket
Gain or Loss comprised:

(1) trading gains, unrealized gains, interest, dividends, or other current income;
minus: (2)(a) trading losses, unrealized losses, interest, dividend, or other current
expenses; (b) commissions and other trading costs incurred in acquiring or
disposing of the securities and positions; and (c) financing charges on the $9x
provided by FB.

Accordingly, Basket Gain or Loss fully reflected all of the net economic return or loss on
the performance of the Reference Basket, including the financing charges on $9x.

2 This memorandum will not consider whether FB or any investors in HF have income that is effectively

" connecied with a trade or business within the United States pursuant to 1.R.C. §§ 864 (b)-(c), 871(b), and
882(a).
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Moreover, the Cash Settlement Amount allowed HF to receive back its $1x premium

investment, reduced by any Basket Loss. Specifically, the Cash Settlement Amount
would be reduced, dollar-for-dollar, for any Basket Losses up to $1x (i.e., 10% of the

initial amount in the basket).

The Basket Contract contained a “Knock-Out” provision that automatically
terminated the contract at any time that Basket Losses reached 10%, which was the
same amount as HF’s initial premium investment.? Thus, if Basket Losses breached the
Knock-Out barrier, the contract would terminate and HF would receive a Cash

- Settlement Amount of zero. FB also had the right to require HF to enter into risk
reducing trades even before losses in the Reference Basket reached the 10% barrier.
Consequently, HF bore the risk of loss, dollar-for-dollar, for Basket Losses up to the
amount of its investment. The Knock-Out provision protected FB against additional
Basket Losses by allowing FB to terminate the Basket Contract and obtain control over
the assets in the Reference Basket.

Investment Management Agreement. Related to its Basket Contract with HF, FB
entered into an Investment Management Agreement (“IMA") with GP. In accordance
with the IMA, GP conducted short-term trading (including acquisition of the initial make-
up of the Reference Basket) of both short and long positions in exchange traded and
over-the-counter securities as permitted by Investment Guidelines incorporated by
reference into the IMA. GP conducted such short-term trading by instructing FB to
execute GP’s trading decisions. The Investment Guidelines limited the aggregate
trading positions in the Reference Basket based on the value of any one security,
business sector, or types of issuers; FB could terminate the Basket Contract if GP
violated the Investment Guidelines, regardless of whether the value of the Reference
Basket was near the Knock-Out barrier.

Although not contractually obligated to follow GP’s specific trading instructions as
|ong as the net value of the Reference Basket nevertheless reflected GP'’s instructions,
FB in fact executed all of GP’s trading instructions, which could entail numerous trades
per day. In addition to making every trading decision, GP also had power to make
corporate action decisions over the securities, addressing tender offers, mergers, and
other decisions that offer a choice of consideration of cash or shares.

Nothing in the agreements between HF and FB contractually prohibited FB from
commingling, lending or otherwise using the securities in the Reference Basket without
notice to HF. These are customary rights a pledgee has over the assets of its
brokerage customers.

3 A contract that is subject to a knock-out contingency is part of a broader category of contracts referred
to as “barrier options.” See Emanuel Derman and Iraj Kani, The Ins and Outs of Barrier Options: Part 2,
Derivatives Quarterly, Spring 1997, at 73, 77. As this memorandum explains, infra, the Basket Contract’s
particular Knock-Out provision caused the contract to function in @ manner unlike options generally.
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